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CROSS-REFERENCE TO RELATED APPLICATIONS 

This application claims the benefit under 35 U.S.C. 1 19(e) of U.S. Provisional Application Serial 
5 Number 60/256,01 7, filed December 15, 2000 

FIELD OF THE INVENTION 

The instant invention relates to a method of structuring a credit having a repayment 
obligation. The repayment obligation may have an expected maturity or payment date and a final 

10 (or legal) maturity or payment date. 

BACKGROUND OF THE INVENTION 

•j For many municipal credits (such as loans, bonds, securities, or other obligations) the risk 

3 of default is principally a risk of a delay in payment ("timing risk") rather than a risk that the 
1 5 obligation will never be paid ("ultimate payment risk"). This is recognized by many of the rating 

11 agencies in their treatment of State Revolving Fund ("SRF") pools. For example, STANDARD 
!i & POORS assumes that if a default occurs it will last for four years, after which the credit issuer 
» will resume making payments until maturity. In the SRF context, the four-year period is applied 

to all credits without regard to any issuer specific facts. In other words, the four-year period is 
J 0 applied whether the credits are non-investment grade or "AA", for example. Consequently, it is 

believed that four years can be viewed as the outside limit of timing risk for investment grade 
i credits (and arguably the risk period should be shorter for "A" or better credits). 
* While there are a number of existing mechanisms designed to address the issue of timing 

risk, it is believed that none of them does so in the context and manner of the instant invention. 
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BRIEF DESCRIPTION OF THE DRAWINGS 

Fig. 1 shows a chart of components of accelerated ADS bond debt service according to an 
embodiment of the instant invention; 

Fig. 2 shows a chart of components of legally payable ADS bond debt service according 
3 0 to an embodiment of the instant invention; 
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Fig. 3 shows a chart of additional debt service capacity according to an embodiment of 
the instant invention; and 

Fig. 4 shows a chart of potential reduction in revenue requirement from the use of ADS 
bonds according to an embodiment of the instant invention. 

Among those benefits and improvements that have been disclosed, other objects and 
advantages of this invention will become apparent from the following description taken in 
conjunction with the accompanying figures. The figures constitute a part of this specification 
and include exemplary embodiments of the present invention and illustrate various objects and 
features thereof. 

DETAILED DESCRIPTION OF THE INVENTION 

As required, detailed embodiments of the present invention are disclosed herein; 
however, it is to be understood that the disclosed embodiments are merely exemplary of the 
invention that may be embodied in various forms. The figures are not necessarily to scale, some 
features may be exaggerated to show details of particular components. Therefore, specific 
structural and functional details disclosed herein are not to be interpreted as limiting, but merely 
as a basis for the claims and as a representative basis for teaching one skilled in the art to 
variously employ the present invention. 

In one embodiment, a method of structuring a credit having a repayment obligation is 
provided, comprising: setting an expected maturity date and a final maturity date for the credit; 
requiring that the repayment obligation be met by the expected maturity date unless at least one 
predefined event occurs; and requiring that the repayment obligation be met by the final maturity 
date to the extent that the repayment obligation is not met by the expected maturity date. 

The credit may have an underlying revenue stream associated therewith and the 
predefined event may be the failure of the revenue stream to cover the requirements of the 
repayment obligation. The failure of the revenue stream to cover the requirements of the 
repayment obligation may result from a force majure event. The revenue stream may flow from a 
project selected from the group including: i) an airport project; and ii) a sewer project. 



The credit may be issued as part of a pool of credits. The pool of credits may be 
associated with a state revolving fund program. 

Additional interest on a principal portion of the repayment obligation which is not met by 
the expected maturity date may continue to accrue until the principal portion of the repayment 
obligation is met. The additional interest may be paid using a mechanism selected from the group 
including: i) accretion of principal to the principal portion of the repayment obligation in the 
amount of the unpaid additional interest; ii) direct payment of the additional interest; and iii) an 
increase in the interest rate on any unpaid part of the principal portion of the repayment 
obligation calculated to result in a payment increase substantially equal the additional interest. 
The increase in the interest rate on any unpaid part of the principal portion of the repayment 
obligation may increase in each year following the expected maturity date. 

Additional interest on an interest portion of the repayment obligation which is not met by 
the expected maturity date may continue to accrue until the interest portion of the repayment 
obligation is met. The additional interest may be paid using a mechanism selected from the 
group including: i) accretion of principal to a principal portion of the repayment obligation in the 
amount of the unpaid additional interest; ii) direct payment of the additional interest; and iii) an 
increase in the interest rate on any unpaid part of the principal portion of the repayment 
obligation calculated to result in a payment increase substantially equal the additional interest. 
The increase in the interest rate on any unpaid part of the principal portion of the repayment 
obligation may increase in each year following the expected maturity date. 

The credit may be a bond. The revenue stream may be a net revenue stream. 
In another embodiment, a method of structuring a bond issued by a bond issuer, wherein 
the bond has associated therewith a repayment obligation is provided, comprising: setting an 
expected payment date and a legal maturity date for the bond; requiring that the bond issuer 
establish revenue rates sufficient to pay the repayment obligation by the expected payment date; 
and deferring the payment of the repayment obligation as late as the legal maturity date to the 
extent that the repayment obligation is not met by the expected payment date. 
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The bond may have an underlying revenue stream associated therewith and the deferral of 
the payment of the repayment obligation may occur upon the failure of the revenue stream to 
cover the requirements of the repayment obligation. The failure of the revenue stream to cover 
the requirements of the repayment obligation may result from a force majure event. The revenue 
5 stream may flow from a project selected from the group including; i) an airport project; and ii) a 
sewer project. 

The step of requiring that the bond issuer establish revenue rates sufficient to pay the 
repayment obligation by the expected payment date may further comprise requiring that the bond 
issuer establish revenue rates sufficient to pay both the repayment obligation by the expected 
1 0 payment date and legally payable debt service. 

The deferral of the payment of the repayment obligation may occur upon the occurrence 
of an objectively determinable event. The objectively determinable event may be the existence of 

0 a predetermined shortfall between: i) the sum of the repayment obligation and legally payable 
fij debt service; and ii) revenues raised by the revenue rates established by the bond issuer. The step 
=15 of requiring that the bond issuer establish revenue rates sufficient to pay the repayment obligation 
N s by the expected payment date may be a continuing requirement even if the repayment obligation 

1 is deferred. The step of requiring that the bond issuer establish revenue rates sufficient to pay the 
*T* repayment obligation by the expected payment date may further comprise establishing a revenue 
I J requirement based on a lower coverage ratio than is used for purposes of either a board policy 
[;2 0 associated with the bond or a rate covenant associated with the bond. The coverage ratio may be 
?::s greater than 1. 

The bond may be issued as part of a pool of bonds. The pool of bonds may be associated 
with a state revolving fund program. 

Additional interest on a principal portion of the repayment obligation which is not met by 
2 5 the expected payment date may continue to accrue until the principal portion of the repayment 
obligation is met. 

The additional interest may be paid using a mechanism selected from the group including: 
i) accretion of principal to the principal portion of the repayment obligation in the amount of the 
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unpaid additional interest; ii) direct payment of the additional interest; and iii) an increase in the 
interest rate on any unpaid part of the principal portion of the repayment obligation calculated to 
result in a payment increase substantially equal the additional interest. The increase in the interest 
rate on any unpaid part of the principal portion of the repayment obligation may increase in each 
year following the expected payment date. 

Additional interest on an interest portion of the repayment obligation which is not met by 
the expected payment date may continue to accrue until the interest portion of the repayment 
obligation is met. The additional interest may be paid using a mechanism selected from the group 
including: i) accretion of principal to a principal portion of the repayment obligation in the 
amount of the unpaid additional interest; ii) direct payment of the additional interest; and iii) an 
increase in the interest rate on any unpaid part of the principal portion of the repayment 
obligation calculated to result in a payment increase substantially equal the additional interest. 
The increase in the interest rate on any unpaid part of the principal portion of the repayment 
obligation may increase in each year following the expected maturity date. 

The revenue stream maybe a net revenue stream. 

In summary, a first embodiment of the instant invention may operate as follows. The 
holder of a credit can increase the probability of payment by the issuer in accordance with the 
terms of the credit (and therefore improve the rating of the credit) by accepting certain risks 
traditionally borne by the issuer that would otherwise create a possibility of a default in the 
payment of the credit at maturity (i.e., timing risk) and therefore constrain the credit rating. Such 
credits shall hereinafter be referred to as Owner Enhanced Credits ("OECs"). 

In this first embodiment of the instant invention OECs provide a means by which 
provisions are imbedded directly into credits such that credit holders in effect provide credit 
enhancement: a) for their own credits; or b) for the credits of others; or c) through which issuers 
can enhance a portion of their credits in connection with primary market distribution. As 
described herein, OEC holders may enhance the rating of the credit by accepting timing risk in 
the event that revenues are insufficient (in spite of the issuer being obligated, pursuant to a rate 



covenant or other provisions, to raise sufficient revenues) to pay the OEC at the original maturity 
date (which under the OEC mechanism becomes the "expected" maturity date). 

In one example, an OEC according to the first embodiment of the invention may be 
advantageously issued in particular situations that include revenue bonds that are payable from the 
5 revenues of a project or system of projects, such as airport bonds or water and sewer bonds 
("system revenue bonds"). 

Typically, the ratings on even the strongest airport bonds or water and sewer bonds are 
generally constrained to the "AA" category because of the possibility of damage to the project 
resulting from a force majure event that could interrupt the ability of the project to provide the 
1 0 services that are the source of its revenues. This rating constraint exists even though the occurrence 
of such an event in connection with a major airport or water and sewer system is believed to occur 
very rarely. Moreover, the occurrence of such an event in connection with a major airport or water 
O and sewer system wherein the event resulted in the non-payment of an issuer's bonds is believed to 
f ij occur even more rarely. In fact, if such an event should occur, bondholders would likely derive 
%5 protection from the existence of casualty insurance and business interruption insurance as well as 
* 4 from the debt service reserve fund ("DSRF"), which is usually funded at a level sufficient to pay 
3 debt service for one year in the event the issuer had no revenues available to pay debt service. 
*T* In any case, suppose that an airport revenue bond is rated "AA" rather than "AAA" 

I y because of project risk. If, according to the first embodiment of the instant invention, a 
P20 bondholder were to agree to accept a substantial delay in payment (designed to allow the issuer 
time to repair or reconstruct the project and to generate revenues again) solely in the event that 
the revenues of the issuer are insufficient as a result of such force majure event then the bond in 
our example would have a "final" maturity that reflected the possibility of delay and an 
"expected" maturity that would be applicable except in the event of an insufficiency resulting 
2 5 from the occurrence of such a force majure event. It is believed that the expected maturity could 
be rated "AA" and the final maturity could be rated "AAA". 

It is noted that a reason for potential resistance to payment extension as a remedy to 
project risk could be a question whether the issuer has, within its debt structure, the ability to 
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finance the required project repairs if its revenues are interrupted as a result of a force majure 
event. However, in the SRF context, for example, the four-year payment delay assumption is 
used equally for revenue and general obligation issuers. Consequently, it is believed that the four- 
year period is implicitly sufficient to allow an issuer to finance and complete needed repairs and 
to restructure debt if necessary so that revenues will be sufficient to pay operating costs and debt 
service and that its rates and charges will be at an acceptable level. In fact, it is believed that most 
large revenue bond issuers have plenty of additional senior debt capacity to deal with such an 
emergency. Of course, the issuer should have the authority to finance operating deficits, 
including debt service, during a period in which revenues were interrupted. 

In the first embodiment of the instant invention discussed above the issuer may structure 
an entire issue as OECs where the bondholders are required to accept the project risk in order to 
purchase bonds (wherein the yield on all of the issuer's bonds could reflect the included 
provisions). In a second embodiment of the instant invention the issue could be structured so that 
the bondholder could either purchase the bond with bond insurance or could purchase the bond 
as an OEC with the risk of a delay in payment if a force majure event were to occur (wherein 
purchase of the bond as an OEC may provide additional yield). In either case, the bondholders 
should have "AAA" bonds. As compensation for purchase of the bond as an OEC, the 
bondholder could receive: (i) the same interest coupon as other traditional bonds of the same 
"maturity" (i.e., final maturity in the case of the traditional bond and expected maturity in the 
case of the OEC); plus (ii) an additional interest coupon. The additional interest coupon could be 
less than the bond insurance premium so that the issuer could achieve a lower all in cost of funds 
from the OEC (as compared to a traditional bond). Given the slight risk to the bondholder from 
accepting the risk of the OEC (in that: (i) it is believed that the risk has rarely materialized in 
actuality; and (ii) even if the event should occur, the consequence would likely be a delay in 
payment, not non-payment), there should be little concern with selling OECs to suitable retail 
buyers. In this regard, a buyer that would be suitable to buy the underlying traditional bond 
should be suitable to purchase the OEC. If OECs are sold directly to retail, it is believed that 



pressure would mount for mutual funds to purchase them in order to be competitive with the 
yields directly available to retail buyers. 

It is noted that interest on the principal amount payable on the expected payment date 
could (to the extent principal was unpaid) continue to accrue. This is similar to the case of a 
traditional bond structure. However, interest could also be paid on any unpaid interest. In this 
respect the holders of OECs would be treated better than traditional bondholders. The payment of 
interest on interest could take a variety of forms, including, for example: (a) accretion of 
principal in the amount of any unpaid interest; (b) payment of interest on unpaid interest; and (c) 
an increase in the interest rate on unpaid principal calculated to have the same effect as interest 
on unpaid interest (the interest rate could increase in each year following the expected maturity 
date). 

hi another example, an OEC according to a third embodiment of the instant invention 
may be advantageously issued if the rating constraint went beyond simple project risk. That is, if 
the rating constraint involved some broader credit concerns that might affect the timing of 
payment of the bonds, it might still be possible for the OEC mechanism of the instant invention 
to enhance the rating to "AAA" if, rather than being limited to project risk, the bondholder 
accepted the risk of nonpayment whenever net revenues were insufficient to pay debt service on 
the issuer's bonds. The issuer could still be obligated pursuant to a rate covenant, for example, to 
raise sufficient revenues to pay operating expenses and to meet the coverage requirement (e.g. 
1.25x) on debt service, including amounts payable on the OECs to the extent of available funds. 
The OEC holder could still seek specific performance of the issuer's obligations under the rate 
covenant. Thus, the credit risk relating to payment on the original payment date of the bond (i.e., 
the expected maturity date of the OEC) is unchanged. Accordingly, here, as with the other 
embodiments of the instant invention, it is believed that the OEC structure would not facilitate or 
be conducive to any deterioration of the credit. However, if the available revenues were still 
insufficient to pay amounts otherwise due on the OEC then the issuer would not be in default and 
the payment date of the OEC bonds would be extended for up to a specified period of time (or 
until the revenues were sufficient, if earlier). 



8 



It is noted that since the issuer would have a continuing obligation on and after the 
expected maturity date to raise sufficient revenues to pay the OEC, the probability of payment by 
the final maturity date would be higher than the probability of payment on the expected maturity 
date. If the period between the expected and final maturity dates were sufficiently long, then 
even a "BBB" municipal general obligation or system revenue bond (for which ultimate payment 
risk is essentially zero) should be able to be converted into a "AAA" OEC. 

It is further noted that the OEC mechanism of the instant invention may be utilized as a 
type of subordination that can have other applications. That is, on the expected maturity date the 
OEC is "payable, but only to the extent of available funds". This is different from traditional 
subordination in which an obligation is payable, but secured by a subordinate lien on the 
revenues that represent the source of payment. Thus, it would be impossible for an issuer to be 
insolvent on the expected maturity date because of a payment "due" on its OECs. Traditional 
subordination has limited benefit to the senior holders because: (i) the existence of subordinate 
obligations does not decrease the risk of insolvency or bankruptcy; and (ii) in the event of 
bankruptcy the subordination is not fully respected. On the other hand, it is believed that the 
existence of OECs has a positive effect on the creditworthiness of the issuer's other obligations 
since: (a) the OECs, like subordinate bonds, provide additional coverage for the senior 
obligations; and (b) unlike subordinate bonds, the OECs decrease the possibility of insolvency. 
Thus, it is believed that each outstanding OEC at least modestly increases the probability of 
payment of the issuer's other bonds maturing prior to the expected maturity date of each OEC. 
(The impact on bonds maturing between the expected and final maturity dates is more difficult to 
gauge. However, by alleviating what might have otherwise been a certain default, an OEC may 
improve even the creditworthiness of the bonds maturing after the expected maturity date of the 
OEC.) If a significant portion of an issuer's capital structure constituted OECs then the ratings of 
the issuer's other bonds may be materially enhanced. This enhancement of other debt is another 
difference from traditional subordinate debt. 

It is further noted that the OEC is in effect subordinated only up to but not including the 
final maturity date. Thus, unlike traditional subordination, the OEC mechanism of the instant 



invention reduces insolvency risk. The OEC mechanism of the instant invention also increases 
the probability of payment on any other bonds maturing before the final maturity date of the OEC 
and increases the probability of payment of the OEC on or before its final maturity date (as 
compared to the probability of payment on the expected maturity date). Moreover, the OEC 
mechanism of the instant invention keeps the pressure on the issuer to make payments on or as 
soon as possible after the expected maturity date and therefore increases the probability of 
payment of the OEC on or before the final maturity date of the OEC (as compared to the 
probability of payment on the expected maturity date). 

From a credit perspective, it is believed that the OEC mechanism of the instant invention 
would appear similar to a term maturity for which the issuer is required to fund an invested 
sinking fund by making a sinking fund deposit such that the term bond will have been fully 
defeased by a date significantly prior to the maturity of the term bond. If: (i) the obligation to 
make sinking fund installments is equivalent to the obligation to pay serial bond maturities and 
the sinking fund installments are required to be included in the issuer's tax rate or rates and 
charges; and (ii) the obligation to make the sinking fund deposit occurs sufficiently before the 
maturity of the term bond, then the credit quality of the term bond (i.e., likelihood of payment on 
the maturity date) is believed to be superior to the credit quality of a traditional bond. 

Referring now to yet another embodiment of the instant invention, a bond may be issued 
which is legally payable on a date that is later than the date on which the bond is expected to be 
either paid or defeased. Such a bond shall hereinafter be referred to as an Accelerated Debt 
Service bond ("ADS bond"). An ADS bond could, for example, have a legal maturity on July 1, 
2015 (an "ADS Maturity") but have an expected payment date (an "ADS Payment Date") on 
July 1,2012. 

An ADS bond according to the instant invention may be used: a) to reduce an issuer's 
system revenue requirements in order to moderate anticipated rate increases and/or; b) to increase 
debt service coverage for purposes of the issuer's system rate covenant and/or board rate policy. 
In one example of the ADS bond embodiment, the principal amount payable on the ADS 
Payment Date would not be included in the issuer's system rate covenant revenue requirements 
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or in the revenue requirements under the board policies applicable to the issuing system (since 
the ADS bond would not be legally due on the ADS Payment Date). In fact, in this example, if an 
ADS bond were retired on the ADS Payment Date the principal thereof would never be reflected 
in the revenue requirement under either the rate covenant or board rate policy. Thus, the impact 
of the ADS bonds would be to effectively reduce the issuer's coverage ratio to the lower ADS 
coverage requirement. 

In another example ADS bond according to the instant invention, the issuer would be 
obligated to raise revenues in an amount sufficient to pay the ADS bond on the ADS Payment 
Date. However, the revenue requirement could be based on a lower coverage ratio than is used 
for purposes of either the board policy or rate covenant. For example, for senior lien ADS bonds 
a coverage ratio of 1.05x might be used, hi this example the ADS revenue requirement would be 
1.05 times the sum of legally payable senior and junior bond debt service plus expected payments 
on ADS Payment Dates ("ADS Payments"). It is noted that junior bond debt service should be 
included to prevent double counting coverage for purposes of both the ADS bond and junior 
bond coverage requirements. 

Because of the ADS coverage requirement of the present example, ADS Payment Dates 
are not merely expected payment dates but, rather, legally mandated payment dates. However, in 
the event that revenues are not sufficient to pay both legally payable debt service and ADS 
Payments (notwithstanding the establishment of rates by the issuer as required by the ADS 
coverage requirement), all or a portion of the ADS Payments could be deferred, and there would 
not be a default relating to the ADS bonds. If revenues continued to be insufficient, the ADS 
Payments could be deferred until the ADS Maturity. In utilizing ADS bonds rather than 
traditional bonds the ADS Payment Dates could be the dates on which the bonds would have 
matured if structured as traditional bonds. In one example, the ADS Maturity would be deferred 
one or more years (the "ADS deferral period"). Thus, the revenue requirements under an issuer's 
rate covenant or other coverage policies applicable to debt service payable on the ADS Payment 
Date would be reduced. Accordingly, the issuer could: a) reduce or avoid increasing its rates to 
take advantage of the reduced revenue requirement; and/or b) maintain revenues as if the bonds 
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were structured as traditional bonds, in which case coverage of legally payable debt service 
would be higher than without the use of ADS bonds. 

ADS bonds may be structured either with or without the participation of the bondholders. 
Unless the bondholders agree in purchasing their bonds to the deferral of interest, a practical way 
to achieve the deferral is to push out principal by the desired deferral period or through the use of 
Capital Appreciation Bonds (hereinafter "CABs", also known as "zero coupon bonds"). Using 
CABs, ADS bonds could be structured to achieve the desired debt service structure assuming 
payment on the ADS Payment Dates, but with the CABs and current interest principal maturities 
legally payable on the ADS Maturity date. It is noted that the term "current interest principal" 
refers to the principal of bonds that pay interest currently, as compared to CABs or zero coupon 
bonds that pay no interest on a current basis, but mature in an amount that substantially exceeds 
their initial amounts. The difference in initial principal amount of the CAB and the accreted 
principal amount payable at maturity is in effect accumulated interest. 

In any case, with respect to one embodiment of the present invention, Fig. 1 illustrates the 
components of ADS bond debt service payable on the ADS Payment dates and Fig. 2 illustrates 
the components of ADS bond debt service that would be payable on the ADS Maturity Dates for 
a bond structure with CAB maturities in years 1 through 20 (a notable difference between Fig. 1 
and Fig. 2 is that in Fig 2 the CABs have continued to acrete for an additional three years). In 
this example, the ADS bonds are structured to include a 3 year deferral period. Accordingly, 
rather than having the first maturity in year 1, the first CAB legally matures in year 4. 

Other than purchasing bonds maturing on the ADS Maturity date, no concurrence or even 
awareness by bondholders of the ADS bonds is necessarily required. However, given 
overwhelming likelihood of payment occurring on the ADS Payment date based on the legal 
obligation of the issuer to raise revenue sufficiently to meet the ADS coverage requirement, 
bondholders should be willing to accept lower interest rates for the ADS bonds than the rates 
applicable to traditional bonds maturing on the ADS Maturity dates. In this regard it is believed 
(at least in certain circumstances) that only a small interest rate differential between ADS bonds 
and traditional bonds maturing on the ADS Payment dates would exist. 
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Another example of the ADS bond embodiment of the instant invention will now be 
described with reference to the City of Detroit's Water and Sewer System. More particularly, the 
discussion will focus on the Sewer System, wherein the legally required coverage of ADS bond 
debt service on the ADS Payment date would be based on the ADS bond coverage requirement 
rather than on the rate covenant (similarly, the Water Board could interpret its rate policy to 
exclude ADS Payments). Under this approach, the impact of the ADS bonds could be to 
substantially reduce the System's overall revenue requirement. 

In this regard, it is noted that a recent feasibility report prepared by Black & Veatch for 
the Sewer System projects substantial rate increases in FY 2002 to FY 2004 (10.39%, 15.35%, 
and 14.55%, respectively). Increases in bond debt service are a substantial contributing factor to 
the required revenue increases. Over the aforementioned period, total annual debt service was 
projected to increase by $73 million to more that $152 million. Based in the board's rate policy, 
the resulting increase in the Sewer System revenue requirement would be more than 
$102 million. By including ADS bonds in the System's debt structure as described below, the 
City could significantly reduce the growth in its revenue requirement to moderate its rate 
increases. 

For any particular ADS bond coverage ratio, the System's revenue requirement will be 
minimized when the amount of ADS bonds is such that the revenue requirement based on 
required ADS bond coverage (based on legally payable debt service and ADS Payments, 
collectively, "Debt Service Payable") is equal to the revenue requirement based on the board rate 
policy (based solely on legally payable debt service, "Debt Service Due"). Assuming both an 
ADS bond coverage ratio of 1.05x and a $100 million bond issue, Fig. 2 illustrates the ratio of 
ADS bond debt service to total debt service at which the ADS bond revenue requirement equals 
the rate policy revenue requirement and the rate covenant revenue requirement, respectively. It is 
noted that debt service is abbreviated as "DS" in some places in this Fig. 2. 

In any case, the ADS bond percentage of Debt Service Payable at which (1) the board 
policy revenue requirement based on 1.40x coverage of Debt Service Due equals (2) the ADS 
bond revenue requirement based on 1.05x coverage of Debt Service Payable, is 42%. So, if ADS 



13 



Payments equal 42% of Debt Service Payable coverage of Debt Service Due would equal L40x 
and coverage of Debt Service Payable would equal 1.05x. The ADS bond percentage of Debt 
Service Payable at which (1) the rate covenant revenue requirement based on 1.20x coverage of 
Debt Service Due equals (2) the ADS bond revenue requirement based on 1.05x coverage of 
5 Debt Service Payable, is 21%. So, if ADS payments equal 21% of Debt Service Payable, 
coverage of Debt Service Due would equal 1.20x and coverage of Debt Service Payable would 
equal 1.05x. 

Fig. 3 shows the potential reduction in the System's revenue requirement that can be 
achieved for various ADS bond coverage requirements (assuming the amount of ADS bonds is 
1 0 such that the revenue requirement under the board rate policy equals the revenue requirement 
applicable to the ADS bonds). Thus, by using ADS bonds to reduce overall coverage of Debt 
_ !S . Service Payable to 1.20x, the City could reduce the Sewer System's revenue requirement by 
Q approximately $30 million. By using ADS bonds to reduce overall coverage of Debt Service 
r I j Payable to 1 .05x, the City could reduce the revenue requirement for the System by approximately 
j^S $53 million. 

" J It is believed that in addition to reducing an issuer's revenue requirement or increasing its 

~ coverage of Debt Service Due, the use of ADS bonds will generally have a positive impact on an 
r : issuer's credit if the period of deferral is sufficient. 

W If the period of deferral is only one year, for example, the impact of ADS bonds is 

?;g 0 essentially the same as that of carryover coverage. The one year deferral would function like a 
r surplus available in the event of a revenue shortfall. If the issuer using a one year deferral period 

were to reduce debt service coverage by current revenues, the impact would be negligible to 

slightly negative. 

On the other hand, if the period of deferral is longer (e.g., three years), then the issuer has 
2 5 three to four years to address any problems that trigger a revenue shortfall. This period is 
significant because, in the context of municipal pool financings, the rating agencies typically 
assume that municipal defaults only last four years. As largely wholesale systems, typical Water 
and Sewer Systems share several attributes with municipal pools. More particularly, if financial 
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problems were to occur, they would not occur simultaneously to all of the System's customers. 
As is the case with other pools, such problems would only occur to a subset of customers. Also, 
as with other municipal pools, the problems should be assumed to last only for a period of up to 
four years. 

In any case, the ADS deferral period would give the System flexibility to deal with such 
multi-year financial problems (e.g., a multi-year underlying borrower default, including a default 
by a concentrated borrower). Ironically, the impact of the ADS bond structure is believed to be 
positive on both the ADS bonds and any traditional bonds in an issuer's debt structure. Since the 
issuer is legally obligated to raise revenues sufficient to retire the ADS bonds as much as several 
years prior to the ADS Maturity, the risk of non-payment of the ADS bonds should be lower than 
the non-payment of traditional bonds. Also, since the period of deferral of the ADS Payments 
provides unusual flexibility for an issuer to address revenue shortfalls in an orderly manner while 
continuing to pay Debt Service Due, the credit of the traditional bonds would also be enhanced 
versus the credit of bonds in an entirely traditional structure. The credit benefit of the ADS bond 
approach may be moderated to the extent that the ADS bond coverage requirement is below 
coverage requirements typically found in municipal rate covenants. 

Another example of the ADS bond embodiment of the instant invention will now be 
described in the context of an SRF bond program. 

More particularly, an ADS bond of the instant invention may be used in an SRF bond 
program to enhance the credit of the SRF bond program's bonds either: i) by mitigating the 
impact on the SRF bond program in the event of a default by an underlying borrower (including a 
concentrated borrower); and/or ii) by reducing the risk of a default by an underlying borrower. 
Further, an ADS bond of the instant invention may be used in an SRF bond program to enable 
certain underlying borrowers to significantly reduce their revenue requirements by using a lower 
coverage ratio than would otherwise be permissible. 

A notable feature of ADS bonds according to the present example is that the ability to 
defer payment would occur only upon the occurrence of an objectively determinable event. For 
example, if the ADS bonds were used to mitigate the impact on the SRF bond program of an 



underlying borrower default, the ability to defer would occur only in the event of a payment 
default by one or more underlying borrowers, and the delay risk might be further limited by 
requiring that the borrower payment defaults exceed some predetermined level. 

If the ADS bonds are to be used to reduce the risk of a borrower default, a delay might be 
limited to circumstances in which the borrower has a shortfall in its revenues available for debt 
service that exceeds a predetermined level. However, the borrower would be required to raise 
revenues to pay the bonds on the ADS Payment Dates just as if the bonds were legally due on 
such dates, virtually eliminating the risk that the borrower would be unable to pay the bonds on 
the ADS Payment Dates. Since the ADS bonds would not legally mature on the dates when 
traditional bonds would have matured, the borrower's coverage of legally due debt service would 
be greater than if traditional bonds had been used. 

Likewise, if the purpose of the ADS bonds was to reduce the borrower's revenue 
requirement, the condition for deferral could again be a revenue shortfall exceeding some 
predetermined level. However, the obligation to raise revenue would be at a lower level than 
would exist on the ADS Maturity Date. For example, if the borrower's rate covenant would 
generally require coverage of 1.20 times debt service, the borrower could be obligated to generate 
coverage of 1.10 or 1.05 times both debt service and ADS Payments. 

In the examples above, the ability to defer amounts due on ADS Payment Dates would be 
limited to a default by an underlying borrower or a significant revenue deficiency (each in spite 
of the borrower having been obligated to establish rates at a sufficient level). Thus, the ADS 
Payment Dates are not merely expected payment dates but legally mandated payment dates. 
However, were a deferral to occur (in spite of the low probability of occurrence of an event 
permitting a deferral), all or a portion of the ADS Payments would be deferred, and there would 
not be a default relating to the ADS bonds. If revenues continued to be insufficient, the ADS 
Payments could be deferred until the ADS Maturity. 

It is noted that for an underlying borrower to use ADS bond(s) in the SRF context, the 
underlying borrower's bond(s) would have to legally mature later than the expected payment 
dates of the ADS bond(s). For the expected payment dates to be the same as the maturity dates on 
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traditional bonds, the borrower's ADS bond(s) might have to mature later than the permissible 
final maturity of an SRF loan, at least in the case of 30 year clean water loans and 20 year 
drinking water loans, for example. Nevertheless, it might be possible for the ADS Payment Dates 
to satisfy the maturity requirements for the SRF loan. More particularly, in the case of ADS 
5 bond(s) issued by the SRF bond program issuer to mitigate borrower default risk, the ADS 
Payment Dates would correspond to the maturity dates of the borrower's bond(s), which would 
comply with the SRF loan maturity requirements. The ADS Maturity Dates of the SRF bond 
program bond(s), however, could be later than the maturity dates of the borrower's bonds. 

While a number of embodiments of the instant invention have been described, it is 
10 understood that these embodiments are illustrative only, and not restrictive, and that many 
modifications may become apparent to those of ordinary skill in the art. For example, the 
extension of payment of the OEC and/or ADS bond may come before or after the use of a DSRF 
u (having it come before use of the DSRF would increase the credit value of the OEC and/or ADS 
r jj bond to the issuer's other bonds). Further, the extension of payment of the OEC and/or ADS 
'~%5 bond may apply to principal or interest or both. Further still, the OEC and/or ADS bond feature 
% 4 may be callable (by the issuer or OEC holder or ADS bond holder). Further still, the OEC and/or 
3 ADS bond feature could be callable by the issuer if the bond(s) achieve a particular underlying 
rating without regard to the OEC and/or ADS bond feature (for example, if the bond(s) achieve 
IjJ an underlying rating of "AAA" without regard to the OEC and/or ADS bond feature). Further 
rig 0 still, the issuer may have the ability to shorten the maturity in exchange for a lower yield. Further 
? :s still, different classes of OECs and/or ADS bonds related to the same underlying bond could be 
created (for example, Class 2 OECs and/or ADS bonds might be subject to payment deferral 
prior to any Class 1 OECs and/or ADS bonds; of course, Class 2 OECs and/or ADS bonds would 
receive a higher yield). Further still, the issuer may be required to pursue a takeout financing at 
25 or before the final maturity date. Further still, the issuer of the OEC and/or ADS bond may be 
provided with such limited flexibility that the issuer of the OEC and/or ADS bond may not be 
permitted to facilitate or allow any action that would cause (or fail to take any action that would 
prevent) any deterioration of the issuer's credit. Further still, the required coverage ratio may 
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increase in the event that the issuer fails to pay debt service on the expected payment dates (in 
one example the required coverage ratio may increase up to the level required for legally due debt 
service). In one embodiment, the coverage ratio may go from 1.05 to L10 one year, from 1.10 to 
1.15 the next year, and from 1.15 to 1.20 the following year. In another embodiment, the 
coverage ratio may increase at a different rate (e.g., the coverage ratio may increase quarterly). 
Further still, the OEC and/or ADS bond may be used in an SRF program. Further still, the 
methods described may be embodied in a software program and/or a computer system. 
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